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Would the Proposed Bailout Affect Local
Property Tax Collections?

By Joseph Henchman

Executive Summary

The talk of Washington is the Bush Administration's proposal to have the federal government
purchase up to $700 billion of underperforming assets, such as mortgage-backed securities, from
troubled financial institutions. Treasury Secretary Hank Paulson and Federal Reserve Chairman
Ben Bernanke argue that because there is reluctance to trade short-term asset-backed securities,
removing these assets from the books of investment houses and banks is necessary to prevent a
"credit freeze" from spreading to the rest of the economy and stunting long-term growth.

There is much to be said about this assessment in particular and the plan in general, and its merits
and pitfalls are the subject of much debate now. Legally, questions of separation of powers and the
extent of congressional oversight and judicial review come to mind. We also certainly hope that
policymakers will bear in mind that our tax code encourages overinvestment in owner-occupied
housing, and policy solutions that preserve this distortionary policy may store up additional
trouble for the future. Details on how our tax code does this can be found in past Tax Foundation
publications and on our website.

This fiscal fact addresses a narrower question. Assuming that the proposal passes and the
securities are transferred in some form to the federal government, and assuming that some of these
securities will result in foreclosures, the federal government or one of its creations could find itself
in possession of property pending disposition. (Provisions of the bill dealing with restructuring of
mortgages to encourage homeowners to retain possession also imply this.) Because the federal
government and its instrumentalities are immune from state taxation, a question is raised as to



whether state and local governments are in danger of a severe reduction in property tax collections
as a result of the bailout proposal.

There are three likely possibilities for such a takeover, each with historical analogues. If the
federal government sets up a quasi-public corporation to take title to the assets (similar to Amtrak
or the activities of the Federal Deposit Insurance Corporation or the former Resolution Trust
Corporation), or if the existing owners retain title but receive federal funding (similar to Conrail
and Fannie Mae), the property would probably be subject to state and local taxation absent
congressional directive otherwise. If the federal government takes title itself or through an
instrumentality (similar to the Tennessee Valley Authority or the U.S. Postal Service), the
property would be exempt from state and local taxes unless Congress states otherwise. As the
bailout bill is currently written, this is the case, with assets ultimately becoming the responsibility
of the Treasury Department. (Admittedly, however, the bill focuses primarily on keeping the
assets solvent, not contingency planning in case title devolves to the Treasury Department.) In the
case of the TVA and many federal buildings, Congress has authorized payments to the states in
lieu of taxes.

Federal Government Immunity from Taxation

In McCulloch v. Maryland, 17 U.S. (4 Wheat.) 316 (1819), Chief Justice John Marshall noted on
behalf of a unanimous Supreme Court, "[T]he power to tax involves the power to destroy."* There,
the Court held that the Supremacy Clause of the U.S. Constitution necessarily means that "the
States have no power, by taxation or otherwise, to retard, impede, burden, or in any manner
control the operations of the constitutional laws enacted by Congress to carry into execution the
powers vested in the General Government. This is, we think, the unavoidable consequence of that
supremacy which the Constitution has declared."? In short, states cannot tax the federal
government because to allow them to do so would frustrate the separation of federal and state
powers. Subsequent decisions have further clarified and reaffirmed this general principle that
federal property and activities are exempt from state taxation.® Any state or local tax assessment
on property is void so long as that property is held by the federal government.”

State Revenues Could Be Impacted By Removal of Property from the Tax Rolls

The question of whether the bailout would remove property from the taxation rolls is an important
one, considering that state and local governments in 2008 will rely on an estimated $397 billion in
property tax collections.” As of August 2008, 1.2 million homes were in foreclosure, out of 45
million mortgages outstanding.® If even a fraction of the assets underlying the estimated $12
trillion in mortgage loans falls into government title, and are immunized from state and local
taxes, it could produce a severe revenue problem for local services and threaten tax increases in
other areas. While the bailout bill focuses on keeping these assets solvent, the bill also assumes
that the Treasury Department will have some kind of ownership or management role of underlying
assets in the event of insolvency.

Whether Property Would Be Tax-Exempt Depends on the Bailout's Structure

Ultimately, the answer to this question depends on how the bailout is structured. The possibilities
include:



1. The federal government establishes a quasi-public corporation to take title of the assets. This
scenario would resemble Amtrak and the receivership activities of the Federal Deposit Insurance
Corporation and the Resolution Trust Corporation. In these cases, property is subject to most state
and local taxes unless Congress states otherwise.

2. The existing companies retain title but receive federal funding. This scenario would resemble
Conrail and (pre-September) Fannie Mae. In these cases, property is subject to most state and local
taxes unless Congress explicitly states otherwise.

3. The federal government takes title (itself or through a government agency) to the mortgage-
backed securities. This scenario would resemble the Tennessee Valley Authority, and the U.S.
Postal Service. In these cases, property is exempt from most state and local taxes unless Congress
explicitly states otherwise. In the case of the TVA and many federal buildings, Congress has
authorized payments to the states in lieu of taxes.

An analysis of these past structures suggests that receiving a federal charter by itself does not
immunize a corporation from state and local tax obligations. In each of the cited examples, any tax
immunity resulted from either explicit congressional action or status as a federal instrumentality.

« Amtrak. The 1970 law creating Amtrak (chartered in the District of Columbia’) relieved
private railroads of an obligation to provide passenger rail service in return for a
contribution to Amtrak of equipment, facilities, trackage rights, and in some cases, equity.
Initially, Amtrak did pay state and local taxes, primarily property taxes.? (Amtrak has
never turned a profit and thus would generally not be liable for corporate income taxes.) In
1979, the Department of Transportation estimated that Amtrak was paying $14 million a
year in state and local taxes, and concluded that such payments "on a primarily Federal
investment are inappropriate."® The Senate agreed, arguing that federal subsidies to
Amtrak were being used to "provide tax windfalls to states and localities."'° After a one-
year moratorium forbidding Amtrak from using its funds to pay state or local taxes, 45
U.S.C. Sec. 546(b) was enacted, which exempts Amtrak from paying "any taxes or fees
imposed by any State," including sales taxes.** This statute overrides any state statutes
attempting to collect these taxes.'? According to Amtrak today, "Pursuant to the provisions
of Title 49 of the United States Code, Section 24-301, Amtrak is exempt from all state and
local taxes, including income and franchise taxes that are directly levied against [it]."**
Thus, Amtrak is essentially a private corporation owned by the federal government (with
its Board is appointed by the President and confirmed by the Senate), and not an agency or
instrumentality of the federal government, and it had an obligation to pay state and local
property and sales taxes until relieved of that burden by explicit congressional action.

o Federal Deposit Insurance Corporation (FDIC). The FDIC was established in 1933 as an
independent agency of the federal government, with its board is appointed by the President
with the confirmation by the Senate, although it receives (as of now) no federal funds.**
Instead, any payments the FDIC makes upon taking over a failed bank come from
insurance premiums paid by member banks. Under federal law, all FDIC property is
exempt from taxation by federal, state, and local governments.' However, in its activities
as receiver (operating and disposing of the assets of a failed bank), the FDIC is exempt
from taxation except as to property taxes, so long as the property tax does not exceed the



tax imposed on similar private property.*® Property in FDIC receivership cannot "be
subject to levy, attachment, garnishment, foreclosure, or sale without the consent of the
Corporation,"’ although the FDIC has clarified that it will pay liens on property placed
before it became receiver, will permit additional liens to be added but forbids foreclosure,
and is not liable for liens if the FDIC abandons the property.*® In short, although the FDIC
as a federal entity would generally be exempt from state and local taxes, it pays property
taxes on real property held as receiver by explicit federal statute.

Resolution Trust Corporation.™® Between 1989 and 1995, the Resolution Trust
Corporation was appointed conservator or receiver to 747 failed thrifts with total assets
of $394 billion,?* a structure similar to bankruptcy proceedings. A separate CEO reported
to Congress and the President.”” Under 12 U.S.C. Sec. 1441a, the Resolution Trust
Corporation had "the same powers and rights to carry out its duties . . . as the Federal
Deposition Insurance Corporation."?® At least one news report at the time expressed
concern that the bailout of the savings and loan industry would remove property from state
and local tax rolls, threatening revenues.? A policy statement regarding state and local
taxes issued by the RTC in 1991 is almost word-for-word the same as that of the FDIC.?®
Similar to the FDIC, while immune from sales or excise taxes, "[o]wned real property of
the [RTC] is subject to state and local real property taxes, if those taxes are assessed
according to the property's value."? Even "property not owned by the Corporation, but in
which the Corporation has a lien interest, . . . property taxes (including interest) secured by
a valid lien with priority over the Corporation's lien interest will be paid,” except in the
case of abandonment by the RTC.? Thus, property held by the RTC continued to pay
property taxes to state and local government, and those governments could maintain any
liens on property that had failed to pay taxes prior to the beginning of the RTC
receivership.

United States Postal Service. In 1970, the Cabinet-level Post Office Department was
replaced by an independent agency within the executive branch, without a separate
corporate charter.?® As an entity of the federal government, it neither collects nor pays state
sales, property or income taxes.?® (Interestingly, the Service pays federal gasoline tax,
though only Kentucky and Oregon indicated that the Postal Service is not exempt from
their state gasoline tax.%) The property held by the USPS was valued in 2006 at $23.1
billion, all exempt from tax with one quasi-exception.*

Tennessee Valley Authority. The Tennessee Valley Authority is a federally chartered
corporation that provides electricity and flood control for parts of seven states.*? While the
TVA is wholly owned by the federal government and its board is appointed by the
President and confirmed by the Senate, it no longer receives federal funds and is subject to
some (but not all) disclosure and filing requirements applicable to private corporations.*
Since its creation, under Sec. 13 of the Tennessee Valley Authority Act, the TVA must pay
5 percent of gross sales as "payments in lieu of taxes" (PILOTS) to state and local
governments.* PILOTSs are used in many cases to compensate state and local governments
for the property taxes lost by the presence of federally owned property.* Other than those
payments, "the [TVA], its property, franchises and income, are hereby expressly exempted
from taxation in any manner or form by any State, county, municipality, or any subdivision
or district thereof."*® In 2006 TVA's PILOT payments totaled $376 million, divided



roughly in half between state and local governments.®” Although its structure would have
allowed for taxation, the TVA was given an exemption which enabled it to construct
subsidized projects and drive private competitors out of the market.®® It can be surmised
that to prevent state and local opposition to this federal plan, the PILOT payments were
added. The payments, as a fixed percentage of receipts, also have the benefit of ensuring
the TVA would not be subjected to punitive state taxation.

e Conrail. During the 1970s, most major railroads in the Northeastern United States entered
bankruptcy protection. The largest of these railroads, the Penn Central, had been operated
from 1970 onward under trusteeship pending disposition of its bankruptcy case, but at a
continual loss. After the judge overseeing the case determined that no private
reorganization plan was viable and threatened to order liquidation of the property,
Congress reacted by passing the Rail Reorganization Act of 1973. This bill set up a federal
corporation (the U.S. Railway Association) to develop a plan to repair, rationalize, and
streamline the infrastructure of the bankrupt railroads, and also set up the Consolidated
Rail Corporation, a separate entity, incorporated in Pennsylvania, to operate the system.
Conrail, as it came to be known, began operations in 1976, became profitable in 1981, and
was privatized in 1987. Though recognizing that discriminatory state taxation of the
railroad industry had contributed to the decline of the railroads, Congress in 1976 only
went so far as to insist that the taxation of railroad property not exceed that of comparable
property.®® Therefore, Conrail was still liable for paying state and local taxes until, in a
situation similar to Amtrak's, the federal government recognized that its subsidies to
Conrail were effectively providing a windfall to state and local governments. In 1981,
Congress enacted 45 U.S.C. Sec. 727(c), exempting Conrail from state and local taxes, an
exemption that was later repealed in 1986 as Conrail became profitable and was being
prepared for privatization.”” In short, Conrail had a state charter, received federal funds,
and was wholly owned by the federal government, yet it had an obligation to pay state and
local taxes except during the period when such payments were explicitly excluded by
Congress.

o Fannie Mae. Fannie Mae was established in 1938 as a government agency to create and
monopolize the secondary mortgage market. In 1954, it became an independent federally
chartered corporation but government control remained. Between 1968 and 1970,
controlling interest in Fannie Mae was transferred to private shareholders, although many
argue that the federal charter and implicit federal backing prevented transition to a truly
private company.*! Notwithstanding this fact, from 1970 onward, Fannie Mae paid
applicable federal and state taxes, including property taxes, with the exception of state
income taxes, which Fannie Mae's federal charter explicitly exempted.*?

A contemporary example for which information is not fully available is the bailout of American
Insurance Group (AIG) on September 16, 2008, where the federal government purchased 79.9
percent of the company's shares in return for an $85 billion loan at 11.5% interest. A Democratic
Party proposal to deal with the current wave of bank failures is modeled on the AIG purchase. In
return for the government's purchase of nonperforming assets from financial companies,
"removing them from their books," the government should gain an equity stake. In the AIG case,
although the government is the majority shareholder, AlG retains its separate corporate form and



is not considered an entity of the federal government. Therefore, it would not benefit from
governmental immunity to tax obligations absent additional congressional action.

Conclusion

It is unlikely that the bailout proposal, if enacted, would significantly harm state and local property
tax revenues. While it is true that the federal government or one of its creations would probably
find itself in possession of property pending disposition, and while it is true that federal property is
generally exempt from state and local taxes, past experience suggests that state and local
governments need not worry.

If the federal government sets up a quasi-public corporation to take title to the assets, or if the
existing owners retain title but receive federal funding, the property would be subject to state
taxation absent congressional directive otherwise. If the federal government takes title itself or
through an agency or instrumentality, the property would be exempt from state taxes. As the
bailout bill is currently written, this is the case, with assets ultimately becoming the responsibility
of the Treasury Department. (Admittedly, however, the bill focuses primarily on keeping the
assets solvent, not contingency planning in case title devolves to the Treasury Department.) In the
past, in this case, Congress has authorized payments in lieu of taxes.
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